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Research Summaries

Monetary Policy Regimes, the Gold Standard,
and the Great Depression

Michael D. Bordo*

My research over the past decade
has largely focused on three related
themes: monetary policy regimes in
history; the gold standard as a rule;
and the Great Depression. In this arti-
cle, T discuss all three.

Monetary Policy
Regimes in History
Historically, two types of monetary
regimes have prevailed: one based
on the convertibility of domestic cur-
rency into specie (gold and or silver),

*Bordo is a Research Associate in the
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and Development of the American
Economy. He is also a professor of eco-
nomics and director of the Center for
Monetary and Financial History at
Rutgers University. His “Profile” appears
later in this issue.
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prevalent until 1971, and the other
based on fiat, which has since be-
come the norm. My research, how-
ever, focuses on the domestic and
international aspects of four mone-
tary regimes: the classical gold stan-
dard (1880-1914); the interwar gold
exchange standard (1925-39); the
Bretton Woods international mone-
tary system (1944-71); and the pre-
sent system of managed float.!

In the last quarter of the nine-
teenth century, most countries aban-
doned silver and paper standards in
favor of gold. Under the convertibil-
ity principle, governments attached
the highest priority to maintaining the
fixed price of their currency in terms
of specie.

During the twentieth century,
though, the convertibility principle’s
importance declined steadily, clash-
ing with the increasingly accepted

goal of domestic macro stability.2 The
techniques and doctrine of monetary
policies developed under the gold
standard proved insufficient for
achieving economic stability during
the interwar period, setting the stage
for the Great Depression. Although
the adjustable-peg exchange-rate sys-
tem that arose from the Bretton Woods
talks maintained an indirect link with
gold, the convertibility principle was
abandoned after World War II and
replaced worldwide by the goal of
full employment. That goal, com-
bined with the legacy from the inter-
war period of inadequate policy tools
and theory, set the stage for the man-
aged float and the Great Inflation of
the 1970s. That experience convinced
monetary authorities in many coun-
tries to re-emphasize the goal of low
inflation and to commit themselves to
convertibility-rule-like behavior.




Evidence on macro performance in
successive monetary regimes shows
that inflation was lowest and most
stable under convertible regimes (the
gold standard and the Bretton Woods
convertible regimes of 1959-71). In-
flation was less persistent under con-
vertible, as compared with fiat, re-
gimes. The price level tended to be
trend-stationary in convertible regimes
and difference-stationary in fiat re-
gimes.3 Also, the performance of real
output (both in terms of the growth
rate and the standard deviation of
growth) was better in the post-World
War 11 period than in the preceding
60 years. This could reflect the fact
that both supply (permanent) and
demand (temporary) shocks were
larger in the pre-World War 11
regimes.4

The Gold Standard
as a Rule

Many of my papers have dealt with
the gold standard primarily as a rule
or a commitment mechanism, thus
shedding new light on gold standard
history.> Adherence to a fixed price
of domestic currency in terms of gold
of course serves as a rule or commit-
ment mechanism. It prevents mone-
tary and fiscal authorities from
following otherwise time-inconsistent
policies.¢ The gold standard rule is
also a contingent one: in the event of
a well-understood emergency, such
as a war, the authorities can tem-
porarily suspend convertibility, issue
fiat money to finance their expendi-
tures, and sell debt. They understand
that the debt will eventually be paid
off in gold or in undepreciated paper.
The public also understands that the
suspension lasts only for the duration
of the wartime emergency, plus some
period of adjustment. Afterwards the
government will adopt the deflation-
ary policies necessary to resume con-
vertibility at the original parity.

The gold standard contingent rule
worked successfully for the core

countries of the classical gold stan-
dard: the United Kingdom, France,
and the United States. This was also
true for the smaller countries of
Western Europe and the British
Dominions, but not for the peripheral
nations of Southern and Eastern Eu-
rope and Latin America. Their expe-
rience was characterized by frequent
suspensions of convertibility and
devaluations.” Inflation rates, money
growth rates, and fiscal deficits echo
this difference in performance across
countries.

Still, adherence to the gold stan-
dard rule was important to peripheral
countries despite their lapses because
it influenced the terms at which they
could have access to the capital es-
sential to their development from the
financial centers of metropolitan
Europe. The gold standard thus was
a “Good Housekeeping Seal of Ap-
proval” Adherence was a signal to
lenders that the borrowers followed
the path of financial rectitude. Hugh
Rockoff and I8 found strong evidence
for this hypothesis: we showed that
peripheral countries were charged
lower interest rates in London on
gold-denominated bonds if they
were faithful adherents to the gold
standard. Moreover, we found a rank-
ing from low to high of the risk pre-
miums charged: countries that had
never suspended convertibility were
at the top; countries that never ad-
hered were at the bottom; and coun-
tries that temporarily suspended but
went back at the presuspension par-
ity, followed by those that temporar-
ily suspended but devalued, were in
the middle.?

Credible adherence to as gold stan-
dard enabled the core countries of
Western Europe to conduct monetary
policy within the confines of the gold
points, which served as a target zone
within which the exchange rate was
mean-reverting. These countries
could violate the “rules of the game
which in the strictest sense pro-
scribed the use of monetary policy

for purposes other than defending
convertibility. !0

A case study of the wartime con-
tingent rule 'in operation compares
the wartime resumption experiences
of the United States after the Civil
War and the United Kingdom after
World War 1.1! The U.S. return to gold
lasted for six decades, while the U.K.
return lasted for six years; further,
output performance was strong in the
U.S. case and anemic in the United
Kingdom. The different outcomes do
not reflect different strategies used to
restore convertibility; rather, they
describe the nature of the regimes
after resumption. In the U.S. case, it
was the credible classical gold stan-
dard; in the U.K. case, it was the
flawed gold exchange standard.

A comparison of U.S. and Argen-
tine inflation history in the nineteenth
century suggests that the pattern of
high and persistent inflation in
Argentina from 1810 to 1867 versus
the U.S. post-Revolutionary War pat-
tern of a mean-reverting price level
can be explained largely by the dif-
ferent constraints the two countries
faced.!z Argentina was subject to fre-
quent wars and blockades; it faced a
rising cost of external debt and high
tax-collection costs and hence was
unable to adhere to the gold standard
rule. This constrained the country to
use the inflation tax continually. In
comparison, the United States, after
instituting President Alexander Ham-
ilton’s package of fiscal and financial
reforms in 1790, successfully adhered
to the gold standard and orthodox
fiscal policy.

Finally, the gold standard’s good
service may account for the growing
use of gold as an international re-
serve asset in the nineteenth century.
In the twentieth century, to econo-
mize on the use of ever-scarcer gold,
the gold standard evolved into the
gold exchange standard, which sur-
vived in different guises until 1971.
So why do monetary authorities to-
day persist in holding massive gold
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reserves long after gold's official role
in the international monetary system
has been terminated? Evidence from
equations describing the demand for
international reserves explains this
phenomenon by a combination of
inertia, network externalities, remain-
ing gold statutes, and high inflation
in the 1970s.13 However, the recent
decline in inflation and the increas-
ing international integration of finan-
cial markets augur the end of gold’s
importance in the international mon-
etary system.

The Great Depression

The Great Depression is the “defin-
ing moment” in U.S. economic pol-
icy in the twentieth century.!4 The
depression is seen today as a conse-
quence of the Federal Reserve’s ad-
herence to the flawed real-bills doc-
trine and to gold standard orthodoxy.
It led policymakers to shun expan-
sionary monetary policy, and it trans-
mitted the U.S. depression across the
globe. My research focuses on sev-
eral of these themes.

1. CAUSES OF THE GREAT DEPRESSION

Debate continues over whether the
depression was caused primarily by
monetary or nonmonetary forces.15
One line of research, based on a
standard vector autoregression (VAR)
model, decomposes shocks to the
economy into permanent (supply)
and transitory (demand), with a fur-
ther division of the transitory shocks
into monetary and other shocks.16 My
paper with Caroline M. Betts and
Angela Redish complements the find-
ings of Stephen G. Cecchetti and
Georgios Karras, who propose that
the beginning of the downturn in
both the United States and Canada is
explained by contractionary U.S.
monetary policy, but that after 1931 a
common supply shock, possibly
credit disintermediation, was the
dominant source of shock.'?

2. PROPAGATION OF THE DEPRESSION

Debate also continues over whether
the monetary shock impinged on the
economy via nominal rigidities, the
real interest rate, credit disintermedi-
ation, or debt deflation.!8 In my paper
with Charles N. Evans and Christopher
J. Erceg, evidence in favor of the
sticky wage channel comes from sim-
ulations of a dynamic general equi-
librium model of the U.S. economy
which captures wage rigidity through
Taylor overlapping-wage contracts.!®
The model does extremely well in
capturing the main macroeconomic
feature of the downturn. However, it
predicts a much more rapid recovery
than actually occurred. We explain
this anomaly as the effect of the
National Industrial Recovery Act of
1933. It imposed a fiat pattern of
wage increases across the U.S. econ-
omy and prevented the normal
adjustment mechanism of the labor
market.

3. COUNTERFACTUAL POLICIES

The explanation by Milton Fried-
man and Anna J. Schwartz? for the
Great Depression centers on the fail-
ure of the Federal Reserve to offset
the banking panics. Two of my re-
cent papers consider alternative
monetary policy counterfactuals. The
first simulates counterfactual stable
monetary policy embodied in vari-
ants of Friedman’s constant growth
rate rule. Simulations based on a
three-variable structural VAR model
of the U.S. economy—assuming that
the Fed held money growth to the
interwar average and reacted to off-
set monetary shocks with a one-quar-
ter lag—show, as do earlier findings
by Bennett T. McCallum, that the
depression would have been greatly
attenuated.?! The second paper con-
siders whether the gold standard
constraint would have prevented the
Fed from attempting to offset the
banking panics, as argued by Barry
Eichengreen.?? With a model that
determines gold flows for the United

States as a large open economy with
capital mobility and also accounts for
the rest of the world, my paper with
Ehsan U. Choudhri and Schwartz
finds that Federal Reserve counter-
factual expansionary monetary pol-
icy after the first banking panic in
October 1930 hardly would have
made a dent in U.S. gold reserves.?
Had a similar policy been delayed
until after the United Kingdom left
the gold standard in September 1931,
gold reserves would have declined
markedly because of doubts that the
United States would remain on gold,
but the decline in reserves would not
have breached the minimum statu-
tory gold reserve ratio.

4. LEGACY OF THE GREAT DEPRESSION
FOR THE INTERNATIONAL MONETARY
SYSTEM

Eichengreen and I pose the coun-
terfactual of a world in which the
Great Depression had not happened
but World War II and other political
events did.24 Simulations of a model
of the international monetary system
suggest that the interwar gold
exchange standard with capital mo-
bility would have survived into the
mid-1950s and then would have col-
lapsed into a managed float regime.
Thus, the Great Depression had little
impact on the evolution of the inter-
national monetary system.
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